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AUDITS BY CERTIFIED PUBLIC ACCOUNTANTS
PREFACE
T H IS  pamphlet has been prepared by the re­
search departm ent of the American Institu te of Accountants to fill 
the need expressed by credit grantors, teachers, and others concerned 
with the work of the certified public accountant for a brief, bu t rea­
sonably complete, statem ent setting forth in general terms what the 
CPA does in order th a t he may express an opinion on financial state­
ments. I t  discusses some of the characteristics of financial state­
ments and explains the significance of the CPA’s report. Auditing 
procedures frequently employed by CPAs are described in some 
detail, bu t they are not a check list of procedures applicable in a 
particular audit.
Together with Statements on Auditing Procedure, Case Studies in  
Auditing Procedure, Tentative Statement of Auditing Standards and 
Accounting Research Bulletins, this pamphlet supplants the earlier 
pamphlet, Examination of Financial Statements by Independent Pub­
lic Accountants, published by the American Institu te of Accountants 
in 1936 and now out of print. I t  is hoped this pamphlet will help 
those who are not familiar with the process of auditing gain a better 
understanding of the Certified Public Accountant’s work and his 
responsibilities.
C a r m a n  G. B l o u g h ,  Director of Research 
A m e r ic a n  I n s t i t u t e  o f  A c c o u n t a n t s
May, 1950
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A U D I T S  BY CERTIFIED PUBLIC A C C O U N T A N T S
INTRODUCTION
A certified public accountant’s opinion as to the fairness of finan­
cial statements is im portant to  all who use such statements. The 
opinion states whether or not the certified public accountant con­
siders the financial position of the company and the results of its 
operations to  be presented fairly in conformity with generally ac­
cepted accounting principles applied on a consistent basis.
Despite the reliance which is placed upon the opinion of a certified 
public accountant, few people outside the accounting profession 
understand how he reaches it. M any believe there is something 
mysterious about the process. The principal purpose of this pam ­
phlet is to  help those who have had little or no accounting training 
gain a better understanding of how the certified public accountant 
makes an audit. I t  discusses the nature and characteristics of 
financial statements, noting particularly their limitations, and ou t­
lines the certified public accountant’s responsibilities in reporting 
upon them. M any of the procedures frequently employed in 
carrying out those responsibilities are described in general terms.
Principal Uses of Pamphlet
Particular attention has been given to the need expressed by 
bankers and other credit grantors for a summary of the basic con­
siderations usually involved in making audits of small and medium­
sized manufacturing or mercantile companies. Accordingly, this 
pamphlet is concerned primarily with the certified public account­
an t’s work in connection with audited financial statements sub­
m itted to  bankers or other credit grantors of such companies.
This pamphlet should also be helpful to  users of financial state­
ments generally. Teachers of auditing, and those concerned with 
staff training in public accounting firms might advantageously em­
ploy it  as an introduction to  the series of Case Studies in Auditing 
Procedure which the committee on auditing procedure of the Ameri­
can Institu te of Accountants is currently sponsoring.
While not intended as a statem ent of “minimum procedures” for 
conducting an audit or as a “standard audit program,” the pro-
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cedures outlined in this pamphlet are all applied in actual practice, 
though they will seldom, if ever, all be applied in the same engage­
ment. Accounting practitioners, too, may therefore find the dis­
cussions suggestive of some of the procedures which might be ap­
plicable in a particular audit.
Auditing Services
The type of work discussed in this pamphlet is the examination, or 
audit as it  is commonly called, which the certified public accountant 
makes as a basis for an opinion on the fairness with which financial 
position and results of operations are presented. T hat type of work 
consists of a searching, analytical review of the books, vouchers, and 
other evidence supporting the information set forth in the financial 
statements, and contemplates the preparation of a written report in 
which the certified public accountant states his findings. In  the 
course of his audit, he employs a variety of techniques and tests, 
selecting the procedures which in his judgment and experience are 
best suited to  each engagement.
Other Services
In  addition to conducting audits, many certified public account­
ants perform professional services and report on m atters related more 
to  their capacity as expert accountants than to their capacity as 
auditors. For example, they m ay be engaged to  prepare financial 
statements from the books with little or no audit verification. They 
may be engaged to make analyses of certain accounts, or to make 
special studies. Certified public accountants often render expert ad­
vice on such m atters as accounting methods and procedures, tax ac­
counting, reports to governmental agencies, and general business 
matters.
Those services are of great value to the business community and 
require a high degree of professional skill. In performing them the 
certified public accountant may employ some auditing procedures, 
bu t not usually to  a sufficient extent to provide an informed opinion 
as to  the fairness of any general financial statements th a t may be in­
cluded in his report.
The Opinion
Depending upon the circumstances, the certified public account­
ant (1) expresses an unqualified opinion, (2) expresses a qualified 
opinion, or (3) disclaims an opinion on the statements taken as a 
whole. Thus, when a certified public accountant finds he cannot ex­
press an unqualified opinion, he weighs the qualifications or excep­
tions he considers necessary with respect to  his opinion to  determine
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their significance. If they are not such as to  destroy the significance 
of an opinion with respect to the statements taken as a whole, he 
renders a properly qualified opinion. If the exceptions are so 
material as to  negative an opinion on the statem ents taken as a 
whole, he is under obligation to disclaim such an opinion, giving his 
reasons why. His disclaimer of opinion is indicated either by a 
specific statem ent in his report to  the effect th a t an opinion cannot 
be expressed, or, if no report accompanies financial statements with 
which his name is associated, by a note, such as Prepared from the 
Books without Audit, on the face of each statement. Since the de­
gree of responsibility the certified public accountant takes for finan­
cial statements varies with the circumstances of each audit, it is im­
portant to read his report carefully.
CPA Requirements
Users of financial statements look to the certified public account­
a n t’s report in determining the credibility of financial statements 
because they know it presents the conclusions of an independent ex­
pert in accounting and auditing. Certified public accountants must 
demonstrate their high professional qualifications to state boards of 
accountancy before receiving their certificates, and m ust observe 
strict standards in the performance of their work. The right to use 
the title Certified Public Accountant, or CPA, is granted by each 
state and territory, and by the District of Columbia, only to  persons 
who, with minor special exceptions, present satisfactory evidence as 
to their character, training, and experience, and who pass an exam­
ination to  test their knowledge of the m atters with which they will 
be called upon to deal. In  many states anyone can practice as a 
public accountant. Some states require public accountants to be 
registered. However, in the great majority of states, only certified 
public accountants have passed a written examination given under 
state supervision.
Professional Societies
A number of organizations have been formed to further the de­
velopment of the accounting profession; principally, the American 
Institu te of Accountants, which is the national organization of 
certified public accountants, and numerous state  societies, some with 
local chapters. These organizations are constantly engaged in the 
study of various phases of the certified public accountant’s work. 
Through their efforts to m aintain high ethical and professional 
standards, they have contributed greatly to  the development of the 
concepts discussed in the succeeding sections of this pamphlet.
Section I: FINANCIAL STATEMENTS
Financial statements ordinarily consist of a balance sheet, an in­
come statement, a statem ent of retained income (earned surplus), 
and footnotes. If appropriate, they are accompanied by schedules 
showing the details of various items on the statements.
The purpose of the balance sheet is to  present a summary of the 
assets, liabilities, and capital of a company as of a specified date. 
The income statem ent summarizes the results of operations for a 
period, often the year ending on the date of the balance sheet. The 
statem ent of retained income sets forth increases or reductions dur­
ing the period in the undistributed earnings of the business. Foot­
notes are often provided to explain items more fully than is possible 
in the captions. They are considered an integral part of the financial 
statements.
Financial Statements Reflect Judgm ent as well as Facts
Perhaps no class of information is so imperfectly appraised by its 
readers as th a t contained in financial statements. M any regard the 
statements as mathematically accurate presentations of financial 
facts. Others regard them with complete skepticism.
Actually, the values of most items in financial statements cannot 
be measured exactly. By their nature, many of the amounts shown 
have to  be approximations and represent the best estimates which 
those responsible for the statements can make. The items which, in 
p art a t least, are subject to  approximation are among the most im­
portant in the financial statements. Despite these limitations, how­
ever, financial statements serve their purposes well. They m erit 
acceptance and confidence as the fairest presentation of the financial 
position and operating results of a business which it has been pos­
sible to devise.
The reasons approximations often have to be made may be easier 
to understand if some examples of items which cannot be measured 
exactly—items as to which judgment is an im portant factor—are 
considered.
Balance Sheet
The item, accounts receivable, is an example. The to tal of cus­
tomers’ accounts can be stated with approximate accuracy, bu t pro­
vision for the uncollectible element in these accounts is a m atter of 
estimate based on experience and on the best information available.
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At times such estimates will prove wide of the mark, but usually they 
are such as to permit a “fair” value to  be shown on the balance 
sheet.
Fixed assets also present problems. Though it is usually prac­
ticable to state the initial cost of items included under fixed assets, 
judgment often enters into a decision as to whether subsequent ex­
penditures, such as for new parts or modifications, should be classi­
fied as costs of fixed assets to be w ritten off over a period of years, or 
whether they should be absorbed a t once as expenses of the current 
period.
The decision in such cases affects both the balance sheet and the 
income statement. Failure to capitalize additions to fixed assets 
results in understatement of income in the period of expenditure, 
and corresponding overstatement in subsequent years. Capitaliz­
ing expenditures representing maintenance or repairs has a contrary 
effect.
Moreover, accounting for fixed assets requires judgment in esti­
mating suitable charges to  income for depreciation. Here the prob­
able useful life of the asset and the likelihood of obsolescence m ust be 
considered. Any significant failure in determining the proper pro­
vision for depreciation affects the fairness of the income statem ent as 
well as the net amount a t which fixed assets are carried on the 
balance sheet.
Inventories are another item requiring the exercise of judgment. 
The value of no item in financial statements is so little susceptible 
to exact statem ent as inventories. Estimates as to condition, sala­
bility, and even m arket value, may vary greatly. The convention of 
“cost or market, whichever lower” may be applied in a variety of 
manners to produce quite different results. Even the count or 
measurement of items in the inventory cannot always be exact.
Income Statement
Financial statements are usually prepared on an accrual basis. 
T hat means the income statem ent includes, to the extent possible, 
all income of a business applicable to  the period covered, regardless 
of whether or not such income is fully represented by cash received 
in the same period. In  similar manner, the statem ent includes, 
to the extent practicable, all costs and expenses applicable to the 
period.
Those objectives cannot be achieved by simply adding up the cash 
receipts and disbursements for the period. For instance, income is in 
some cases applicable to periods other than th a t in which the sale is
12 Audits by Certified Public Accountants
made and the proceeds received, the reason being th a t full per­
formance is not then completed. An example of this is the receipt 
of paym ent for goods or services which are to be delivered in the 
future. By the same token, amounts paid out today may be ap­
plicable not only to  current operations, bu t also to those of several 
years to  come. T hat is the reason for writing fixed assets off over 
their useful life. On the other hand, costs incurred today may not be 
paid for until some future time. Such is the case when goods or serv­
ices received today are to be paid for a t a later date.
The preparation of the income statem ent thus involves one of the 
basic objectives of accounting—the matching of costs and expenses 
against income. In great measure, this is relatively simple but as to 
m any items the problem cannot be solved by formula, and alloca­
tion of income or expenses between periods must rest on judgment.
Consolidated Statements
M any business organizations prepare financial statements showing 
the financial position and results of operations of the parent company 
and its subsidiaries as though they were a single business entity. 
These are called consolidated statements and usually include only 
those subsidiaries over which the parent company has control. As a 
general criterion, the existence of control over a subsidiary is deter­
mined by whether the parent company has more than  50 per cent of 
the voting control, thereby giving it the power to direct, or to  cause 
the direction of, the management and policies of the subsidiary.
Even though the power to  control a subsidiary is present, con­
sideration is also given to  whether its inclusion or exclusion in the 
consolidated statements will fairly and realistically present the 
financial position and results of operations of the group of com­
panies. The decision to  include or exclude certain subsidiaries often 
requires the exercise of judgment; as, for example, when legal or 
geographical considerations affect the extent of the control exercised 
or when the operations of some subsidiaries are not similar or com­
plementary to  the operations of the consolidated group.
Although consolidated financial statements serve a very useful 
purpose, they have im portant limitations which require considera­
tion. For example, the status of bondholders and other creditors 
and the respective assets against which their claims rank in priority 
will not usually be shown. Thus, consolidated statements may be 
inadequate for certain purposes unless accompanied by additional 
statements or footnotes. However, when substantially all the 
securities of a subsidiary are owned by the parent company and the
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subsidiary is, in effect, an operating division of an integrated busi­
ness, the individual income and surplus statements of the parent 
company alone, or of the subsidiaries, would not ordinarily be signifi­
cant. On the other hand, disclosure of the parent company’s 
equity in the aggregate earnings or losses of unconsolidated sub­
sidiaries is usually regarded as significant information in connection 
with financial statements. The equity of minority stockholders—
i.e., those outside the group—in the earnings, capital stock, and 
surplus of subsidiary companies included in consolidated state­
ments, is generally stated separately.
Consolidated statements are intended to show the position and 
results of operations on the basis of considering the entire consoli­
dated group as a single unit. Hence, inter-company sales and inter­
company profits not realized by means of sales outside the group are 
usually eliminated in consolidation. However, practical considera­
tions may a t times necessitate minor deviations from this rule.
The examples cited illustrate only a few of the areas in which 
judgment enters into the recording of business transactions and 
the preparation of financial statements.
Judgm ent Is Guided by Accounting Principles
One might question the usefulness of statements whose fairness 
rests so heavily upon judgment rather than  upon demonstrated fact. 
But as against such doubts it should be borne in mind th a t the 
judgment employed is an informed one. I t  is concerned with ac­
tualities and does not descend to mere imagination. The statements 
reflect the considered judgment of prudent businessmen as to  the 
proper interpretation of all the pertinent information relating to the 
transactions involved.
Furthermore, broad principles, known as generally accepted ac­
counting principles, serve as guides in making accounting decisions. 
Those principles have been developed over the years as a result of 
study and experience in presenting useful financial information. 
They comprise a body of accounting conventions for dealing 
with problems such as those described. When financial statements 
are prepared in conformity with those principles, and are checked by 
CPAs, they almost always present financial facts fairly, even though 
approximations and estimates have been necessary.
I t  is not the purpose of this pamphlet to deal with accounting 
principles as such. M any excellent books are available to those who 
wish to  pursue the subject further, and a series of Accounting Re­
search Bulletins dealing with the application of those principles to  a
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variety of specific problems has been issued by the committee on ac­
counting procedure of the American Institu te of Accountants. Some 
of the bulletins are referred to in this pamphlet.
Company Has Primary Responsibility for Financial Statements
There is one further point th a t should be understood before con­
sidering the following sections of this pamphlet. Financial state­
ments are primarily the statements and representations of the com­
pany. The fact th a t they have been examined and reported upon 
by a CPA does not shift the company’s responsibility for the fairness 
of the information presented.
The transactions with which the accounting records are concerned, 
and the recording of those transactions in the books, are m atters 
within the direct or primary knowledge and control of the company. 
While the CPA may supervise the keeping of the records, and often 
prepares the financial statements, his knowledge of the transactions 
is a secondary one. Thus, even though the financial statements may 
reflect the influence of the CPA, the company in presenting them to 
others m ust be considered to have accepted, and adopted, the CPA’s 
recommendations. The company cannot be excused for presenting 
statements which it knows to be false or misleading any more than 
can the CPA.
Section II: THE CPA’s REPORT
The characteristics of the CPA’s report depend upon the purpose 
for which the examination was undertaken. However, all reports 
based on audits whose objective is an opinion on the fairness of 
financial statem ents have characteristics in common. They include 
a description of the work done by the CPA and present his findings. 
In some instances, they include qualifications of the opinion, or an 
assertion th a t an opinion cannot be given. In such cases, an ex­
planation of the conditions which make these necessary is included 
in the report. The CPA’s representations are confined to  and ex­
pressed in his report. I t  is essential, therefore, th a t users of financial 
statements read the CPA’s report carefully to  be fully informed as to 
the views the CPA holds regarding the fairness of the statements.
The report may take varying forms. In  some cases, a detailed, or 
long-form, report is submitted. In  other cases, the report is limited 
to a concise statem ent of the scope of the examination and the re­
lated opinion of the CPA concerning the financial statements. This 
is referred to  as the short-form report.
N ot infrequently, both types of reports are submitted: the long- 
form report being principally for the information of the manage­
ment, or a small group of creditors; the short-form report being used 
in connection with financial statem ents subm itted by the company 
to those whose concern is primarily with the over-all picture rather 
than with the details of the audit or the management of the busi­
ness. The short-form report is customarily used in reporting 
upon financial statements to be published in reports to stockholders. 
Regardless of form, however, the CPA is careful to word his reports 
so th a t readers will not be led to place greater reliance upon them 
than is intended.
The CPA Expresses an Opinion
A word of caution is appropriate a t this point. For many years, it 
was customary to introduce the CPA’s opinion with the phrase 
“We certify th a t . . . ” I t  is quite natural, therefore, th a t the 
opinion came to be known as a “certificate”—for the same reason, it 
became customary to  say th a t the CPA “certified” financial state­
ments. Nevertheless, the CPA’s conclusions are essentially m atters 
of opinion rather than of fact. His opinion is an expression of per­
sonal judgment. In  recognition of this, it is now customary to  use
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the phrase “In  our opinion,” to introduce the conclusions set forth 
in the CPA’s report as to the fairness of financial statements.
The opinion of a CPA is not comparable to the certificate of a 
weighmaster who certifies as to the weight of a load of goods. As 
explained, financial data often cannot be gauged by precise stand­
ards. The CPA is not an insurer. He cannot guarantee th a t the 
figures presented in financial statements are literally correct. I t  is 
not possible to certify the accuracy of management’s judgment or 
estimates, bu t the opinion of an independent expert, skilled in an­
alyzing and appraising the grounds upon which such decisions are 
made, is valuable to  those who lack the opportunity, the time, or the 
training to make such an investigation themselves.
Since he m ust assume responsibility for his opinions, it  is proper 
th a t the CPA should be the sole judge of his ability to  express them. 
If, in his judgment, it is necessary or desirable to  include explanations 
of his findings or to  take exception to some aspect of the financial 
statements, those m atters are usually included in a separate para­
graph of the report. The CPA is responsible for reporting any ex­
ceptions clearly and unequivocally, whether they involve the scope 
of the audit work, particular items in the financial statements, the 
soundness of the company’s accounting practices (as regards either 
the books or the financial statements) or lack of consistency in the 
application of accounting practices.
I t  bears repetition th a t the financial statements, with all supple­
mental descriptive and explanatory data, including footnotes, are 
regarded as representations of the company. I t  is upon all these rep­
resentations th a t the CPA exercises his independent, considered 
judgment and renders his opinion. If explanations are essential or 
desirable, and they are not incorporated in the statem ents in a m an­
ner he considers satisfactory, he makes appropriate explanations in 
his report.
The Opinion May Be Expressed in a Short-Form Report
The short-form type of report, which outlines in general terms the 
scope of the examination made and states concisely the CPA’s 
opinion regarding the fairness of the financial statements, is usually 
adequate for the needs of those who seek assurance primarily as to 
the over-all fairness of the presentation of a company’s financial 
position and the results of its operations. The following wording of a 
short-form report, recommended by the committee on auditing pro­
cedure of the American Institute of Accountants in 1948, is typical:
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“We have examined the balance-sheet of X  Company as of Decem­
ber 31, 19_and the related statement(s) of income and surplus for
the year then ended. Our examination was made in accordance with 
generally accepted auditing standards, and accordingly included such 
tests of the accounting records and such other auditing procedures as 
we considered necessary in the circumstances.
“In our opinion, the accompanying balance-sheet and statement(s) 
of income and surplus present fairly the financial position of X  Com­
pany at December 31, 19__, and the results of its operations for the
year then ended, in conformity with generally accepted accounting 
principles applied on a basis consistent with that of the preceding 
year.”1
The first paragraph sets forth the CPA’s representations regarding 
the scope of his audit. I t  represents th a t the audit m et the profes­
sion’s standards for competence and workmanship. I t  also points 
out tha t, in observing generally accepted auditing standards, the 
CPA made all the tests and employed all other procedures which he 
considered necessary in the circumstances for an informed, profes­
sional opinion regarding the financial statements. A major portion 
of this pam phlet is devoted to  explaining the CPA’s approach to  an 
examination and to outlining the ways in which he selects and ap­
plies auditing procedures.
The second paragraph deals with the CPA’s findings. As noted 
previously, the CPA expresses an opinion. He does not guarantee 
th a t the statem ents are correct. He states th a t in his best judgment, 
based upon a careful audit, the financial statem ents set forth all the 
information necessary to  present fairly the company’s financial 
position and the results of its operations. He states further that, in 
his opinion, the statements are presented in conformity with gen­
erally accepted accounting principles, which were mentioned briefly 
in the early part of this pamphlet, and th a t those principles have 
been applied on a basis consistent with th a t of the preceding year.
The expression “presents fairly” should be noted particularly, be­
cause it constitutes the essence of the CPA’s opinion. I t  indicates 
the belief that, although the amounts shown in the statements may 
not represent exactness, they are near enough to  actuality (under 
generally accepted accounting principles) to  be accepted as correct 
for practical purposes. Further, it  stresses the CPA’s belief th a t the 
method of presentation—th a t is, the arrangement of the items—is 
such as to  give a tru thful over-all picture of financial position and re­
sults of operations.
While this form of report has been recommended as a standard, it
1 See Statements on Auditing Procedure No. 24, Revision in Short-Form Accountant’s 
Report or Certificate.
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is not prescribed or recommended for invariable use. I t  is adaptable 
to the needs of the particular case. For example, the CPA may con­
sider it desirable to expand the report to  include a brief explanation 
of certain auditing procedures he has employed, or has not employed, 
or of certain accounting practices followed by the company. He may 
wish to  include information which he believes is not adequately ex­
plained in the financial statements. As has been indicated, he may 
in some cases consider it  necessary to  qualify his opinion in certain 
respects, or to disclaim any opinion as to  the over-all fairness of the 
financial statements. Variations from the standard wording should 
be carefully considered by users of the statements. They may be 
important.
The Opinion May Be Expressed in a Long-Form Report
The long-form report customarily outlines in some detail the work 
done and the CPA’s conclusions regarding the more im portant m at­
ters. I t  usually includes comments on the company’s operations and 
comparisons with previous periods. I t  may include a wide variety 
of information, such as statistics on changes in financial or working 
capital position, ageings of receivables and payables, an applica­
tion of funds statement, a summary of insurance coverage as taken 
from policies submitted for examination, and other information 
which may be appropriate in the particular circumstances.
I t  is not uncommon to find the wording of the short-form report, 
previously quoted, incorporated in the long-form report. Recom­
mendations on internal control and accounting procedures are fre­
quently submitted in a separate memorandum.
The long-form report is generally intended primarily for the use of 
management and, for th a t reason, may not accompany financial 
statements presented to outsiders. However, i t  is frequently sub­
m itted by the company to bankers and other credit grantors upon 
request. Credit grantors often find either the long-form report pre­
sented for management purposes, or a similar report designed 
specifically for their needs, to be of great value.
The CPA's Report May Be Qualified
Depending upon his findings, the CPA may express an unqualified 
opinion as to the over-all fairness of the presentation of the financial 
data; he m ay express an opinion qualified in some respects; or he 
may feel th a t no opinion is justified under the circumstances.
If he is completely satisfied th a t the financial statements present 
fairly the financial position and results of operations, the CPA 
usually expresses an unqualified opinion to  th a t effect. The short-
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form report previously quoted is an example of an unqualified re­
port. W hen the CPA has not been completely satisfied on some 
point, or when he feels th a t some part of the financial position or re­
sults is not fairly presented, bu t under the circumstances the m atter 
in question is not of sufficient significance to  prohibit the expression 
of an opinion on the statements taken as a whole, he may express a 
qualified opinion, indicating the nature of the reservation or excep­
tion.
In  general, the necessity for expressing a qualified opinion occurs 
when the CPA has not been able to  make an examination sufficiently 
complete to  w arrant the expression of an unqualified opinion or 
when he has found violations of accepted accounting principles 
which the company is unwilling to correct. When either of these 
situations exists, the CPA weighs their significance and importance. 
If the statem ents read in the light of his qualifications permit a 
reasonable appraisal of the financial position and results of opera­
tions, he expresses a qualified opinion.
I t  is not possible to prepare standard wording for use in expressing 
a qualified opinion; the circumstances calling for qualified opinions 
are far too numerous and varied and must be dealt with as they 
arise. However, the following examples illustrate the manner in 
which they appear in CPAs’ reports. The first example shows 
wording th a t might be used when certain auditing procedures nor­
mally considered necessary were omitted. The second involves an 
exception to the company’s accounting practices. The third con­
cerns a reservation because of uncertainty as to  a contingent 
liability. The fourth illustrates an exception with respect to con­
sistency in the application of accounting principles.
(I)
“Records supporting the changes in the inventories at one of the divi­
sions between the date of the last physical inventory, October 31, 1949,
and the end of the company’s accounting year, December 31, 19_, were
not completed and in proper order for satisfactory examination. The 
auditing tests and observations made by us indicate the possibility that a 
further reduction might have been found necessary. This reduction would 
not, in our opinion, exceed $___.
“In our opinion, subject to the exception with respect to inventories 
explained above, . . . .”
(II).
“In our opinion, except that no provision was made for net losses, esti­
mated to be approximately $___, on purchase commitments, . . .
(III)
“In our opinion, except as to such adjustments as may result from final 
determination of taxes on income.........”
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(IV)
“As stated in the notes to the financial statements, the company changed
its method of computing depreciation, effective January 1, 19_. This
change, which we approve, resulted in an increase of $___ in the deprecia­
tion provision for the year and a corresponding decrease in net income 
for the year.
“In our opinion, . . . present fairly . . .  in conformity with generally 
accepted accounting principles applied on a basis consistent with that of 
the preceding year, except for the change in the method of computing 
depreciation referred to in the preceding paragraph.”
The CPA May Disclaim an Opinion
The CPA refrains from expressing either an unqualified opinion or 
one th a t is qualified when, because of limitations on the scope of his 
audit or departures from generally accepted accounting principles, 
his exceptions or reservations would be such as to destroy the 
significance of the opinion on the statem ents taken as a whole. 
In  such cases, the CPA is obliged to  indicate th a t he is not in a 
position to express an opinion on the over-all fairness of the financial 
statements and to give his reasons why. He may, if he considers 
it appropriate, express an opinion limited to  those parts of the 
financial statements with which he is satisfied. When he does so, 
however, he first makes it absolutely clear th a t he is not expressing 
an opinion on the over-all fairness of the financial statem ents.2
As in the case of qualified opinions, it is not possible to suggest any 
standard wording th a t would be applicable generally for the dis­
claimer of an opinion. However, the following paragraph illustrates 
the type of language th a t might be incorporated in the CPA’s report 
in such cases:
“The terms of our engagement did not include the verification of 
accounts receivable by direct correspondence, nor did it include the 
physical observation or price tests of inventories, and we did not 
satisfy ourselves in regard to these assets by other means. Nothing 
came to our attention during the examination which would indicate 
that these items are not stated fairly. However, in view of the 
materiality of these assets, we are unable to express an opinion on 
the over-all representations in the attached statements.”
I t  should be remembered th a t the CPA is not in a position to force 
his client to  authorize a satisfactory audit. If the client is unwilling 
to  have the CPA make an examination of sufficient scope to  justify 
expressing an opinion on the over-all fairness of the financial state­
ments, the CPA must state clearly in his report the limitations of his 
audit and the degree of responsibility which its scope justifies.
2 See Statements on Auditing Procedure No. 23 (Revised), Clarification of Accountant's 
Report when Opinion Is Omitted.
Section III: AUDITING PHILOSOPHY
The general misunderstanding as to the real significance of finan­
cial statem ents also extends to  the audit of those statements by 
CPAs. People who mistakenly suppose th a t statements represent 
financial facts expressed in exact figures quite naturally assume th a t 
an audit of such statements can be nothing bu t an exact and com­
plete verification of the figures on the statements.
Objectives of Audit
The objectives of an audit require no such lengthy and micro­
scopic scrutiny. W hat they do require is sufficient examination of 
the statem ents and supporting records, and sufficient study of the 
company’s accounting practices, to place the CPA in a position to 
express an informed opinion upon the general fairness of the state­
ments. An examination for th a t purpose does not ordinarily require 
an exhaustive investigation of details of the company’s operations.
The soundness of accounting judgments and estimates depends 
upon the integrity and competence of those who make them and 
upon their adherence to generally accepted accounting principles. 
I t  is for an independent review of the reasonableness of both manage­
m ent’s and employees’ decisions regarding these questions, even more 
than for tests of the mathematical accuracy of the accounting data, 
th a t an unbiased, objective audit, as provided by CPAs, is desirable. 
The objectives of an audit, in modem practice, are much broader in 
scope than  the discovery of mathematical errors or the detection of 
defalcations or fraud.
Of course, the testing of the accounting records and supporting 
information is im portant—in fact, it is a necessary part of the proc­
ess of forming an opinion regarding the soundness of the manage­
m ent’s accounting decisions and the integrity of the accounts. 
Moreover, while the usual audit which is undertaken to  enable the 
CPA to express an opinion on the financial statem ents may not be 
relied upon to  disclose minor defalcations or fraud, it is incumbent 
upon the CPA to  be alert to  the possibilities of irregularities and to 
inform the management about weaknesses in internal control which 
come to  his attention and which conceivably could permit such ir­
regularities to  remain undisclosed.
CPA ’s Approach to Audit
CPAs satisfy themselves as to  the general fairness of financial 
statem ents:
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1. By a general review of the accounts and records and comparison of 
the figures shown on the statements with the sources from which they 
are drawn.
2. By a study of the accounting procedures regularly followed by the 
company and consideration of any departures from those practices.
3. By independent sampling tests (through inspection, correspondence, or 
other means) of the existence of assets.
4. By the application of various audit tests to determine, so far as reason­
ably possible, that all liabilities are reflected in the balance sheet in 
actual or approximate amounts.
5. By analyses, tests, and over-all review of the income and expense 
accounts.
6. By test-procedures designed to determine the authenticity and 
general correctness of the accounts on which the statements are based.
Audits A re Not Uniform
Each audit discloses circumstances which require differences to a 
greater or lesser degree in the auditing procedures tha t should be 
employed, the manner in which they should be used, and the extent 
to which they should be applied. Among the reasons for these dif­
ferences in requirements are th a t: (1) significant variations exist 
in the nature and scope of the operations of companies in different 
industrial or commercial groups, or even of companies within the 
same group or classification; (2) the degree of effectiveness of the 
internal control varies among companies; (3) even within a single 
company the operating and accounting problems frequently change 
from year to year; and (4) the amount of detail to be included in the 
financial statements varies. In  new engagements, there may be the 
additional problem of making an appropriate review of the im portant 
transactions of prior years and determining the nature and extent 
of the accounting procedures and internal control in effect.
These differences make it  apparent th a t it  is impossible to lay down 
specific procedures which could be applied satisfactorily in all cases. 
Often there is a choice of procedures, any of which would be satis­
factory in a given situation. Here, as elsewhere in accounting and 
auditing, there m ust be an exercise of judgment based upon ex­
perience and upon a clear view of the objective of providing a  sound 
basis for an informed, professional opinion.
The CPA Usually Relies Upon Tests
In  most audits, investigation of every transaction would not only 
be excessively costly—it is also unnecessary. The CPA bases his 
examination upon tests of the records and upon inspection of se­
lected transactions.
Auditing Philosophy 23
The extent of testing in any audit is decided by the CPA in the 
light of his best independent judgment as to  the amount required to 
constitute a fair sampling of the record being tested. In  deciding 
upon the character of the tests to be made, and the extent to  which 
they should be applied, one of the most im portant factors taken into 
consideration is the system of internal control. When evidence 
exists th a t the system is effective, the CPA properly concludes th a t 
the accounting records and supporting data have a higher degree of 
dependability than would otherwise be the case, and limits his te st­
ing accordingly. However, when his investigation shows th a t the 
system has points of weakness, he extends the scope of his testing. 
If the internal control is considered grossly inadequate or ineffective, 
he may feel compelled to review the entries in considerable detail 
before he can express an informed opinion on the financial state­
ments.
Other factors which enter into the planning of tests include the 
m ateriality of the item to be tested and the relative risk of the ex­
istence of irregularities. Thus, for example, where office supplies are 
a relatively minor item on the financial statements, they would not 
usually be investigated extensively. On the other hand, certain 
kinds of assets, such as cash, marketable securities, negotiable 
papers, etc., are obviously of such a nature th a t the risk of irregulari­
ties is relatively greater. The CPA usually requires more conclusive 
evidence for items of th a t type than for others, even though they 
may not be as material in relation to the over-all picture as some 
items regarding which less exhaustive tests are suitable.
The CPA m ust defer final determination of his procedures until he 
has a dependable understanding of the available evidence and has 
judged its reliability. Although he may prepare a tentative pro­
gram of procedures to be employed in a particular audit, using as a 
basis the results of his preliminary investigations, he m ust a t all 
times be prepared to revise the program if in the course of his work 
he finds th a t changes are necessary.
The CPA Often Performs Part of the Audit During the Year
The CPA frequently performs much of his audit work prior to  the 
close of the annual period. For example, he may make interim or 
periodic audits for the purpose of reporting on financial statements 
for portions of the year. If the CPA intends to  express an opinion 
regarding the over-all fairness of the interim financial statements, he 
observes the same standards and the same care in the selection and 
application of his auditing procedures as he would with respect to
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annual statem ents.3 However, the closer contact and greater 
familiarity with the business gained by periodic interim examina­
tions may make it unnecessary to carry through in as complete detail 
for the interim periods all of the procedures customarily applied to 
the year-end statements.
CPAs often carry out im portant phases of their audit work as of 
an interim date even though they will render a report only with re­
spect to year-end financial statements. The choice of the pro­
cedures employed, and the extent to  which they are applied a t such 
interim dates, depend very largely upon the company’s internal 
control. For th a t reason, a considerable p art of the interim  work 
may first be directed to determining the effectiveness of the com­
pany’s system of internal control. If the internal control is ef­
fective, a major portion of the work on inventories, plant accounts, 
cash and receivables, for example, may in many cases be accom­
plished more satisfactorily during the year than  is possible after 
the close of the year. Some of the work m ust of necessity be held 
over until the later date, and the CPA reviews the transactions 
taking place during the intervening period to  assure himself th a t 
nothing out of the ordinary has occurred.
The practice of doing much of the audit work during the year is of 
advantage to the company as well as to  the CPA. One of the most 
im portant advantages is th a t the CPA can familiarize himself with 
the operations of the company a t an earlier date. This enables him 
to bring any undesirable features of the company’s accounting prac­
tices to  the management’s attention promptly for remedial action. 
Moreover, by doing much of the detailed work a t a time when the 
pressure for issuing the financial statem ents is not so great, the CPA 
is generally able to work with less inconvenience to  the company’s 
staff.
The CPA Is Guided by Auditing Standards
I t  is apparent th a t to  weigh the reasonableness of management’s 
accounting decisions and to express an informed, professional opinion 
regarding them, the CPA himself must exercise sound judgment. 
This responsibility demands the highest standards of competence 
and integrity.
Various professional organizations, such as the American In ­
stitute of Accountants, as well as state societies of certified public 
accountants, and state and federal governmental bodies, over the
3 See Statements on Auditing Procedure No. 8, Interim Financial Statements and the 
Auditor’s Report Thereon.
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years have developed, clarified, and vitalized standards which guide 
CPAs in the performance of their work.4
These standards are the underlying principles of auditing which 
govern the nature and extent of the evidence to  be obtained by 
means of auditing procedures. They are broad in scope and concern 
both the CPA’s personal qualifications and the quality of his work. 
Whereas auditing procedures m ust be varied to meet the require­
ments of the particular engagement, standards to  be observed in se­
lecting and applying the procedures are the same in all circumstances.
Personal Standards
Generally accepted auditing standards require the CPA to be pro­
ficient in accounting and auditing; he m ust have the training and 
experience necessary to  perform any engagement he undertakes in a 
professional manner. The most widely recognized evidence th a t a 
person has attained this standard of competence is his possession of 
the right to  call himself a Certified Public Accountant. As stated 
previously, this right is granted by each state to  any person who can 
demonstrate th a t he possesses the requisite character, education, and 
training, and can pass a professional examination.
Practically all states use examinations prepared by the American 
Institute of Accountants to  test the applicant’s mastery of his sub­
ject. To pass these examinations the applicant m ust have com­
pleted a rigorous course of training involving instruction in the 
theory and practice of accounting, auditing and commercial law, and 
m ust have acquired experience in dealing with practical accounting 
problems. After becoming a CPA, the practicing auditor m ust con­
tinue to  keep abreast of current developments in accounting and 
auditing techniques.
Independence, both historically and philosophically, is the founda­
tion of the public accounting profession. The CPA m ust not only 
possess extensive technical skill; he m ust also maintain the highest 
standards of honest, objective judgment and consideration. In ­
dependence is one of his most im portant personal qualifications.
Independence is an attitude of mind much deeper than the surface 
display of visible standards. The standards may change or become 
more exacting, bu t the quality itself remains unchanged. Rules of 
conduct cannot of themselves, therefore, assure independence. 
They can, however, provide objective standards to guide the CPA 
in all his professional endeavors.
4 See Auditing Standards—Their Generally Accepted Significance and Scope.—Special 
report by committee on auditing procedure (American Institute of Accountants, 1947).
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The rules of professional conduct adopted by the American In ­
stitu te of Accountants5 and by the various state societies of certified 
public accountants are designed to  maintain the high standards of 
independence which the work of the CPA requires. Typically, the 
rules provide penalties for false and misleading statements, and 
prohibit contingent fees, financial interest in clients’ affairs, occu­
pations incompatible with public accounting, commissions, brokerage, 
and fee splitting—all intended to avoid even the possible appear­
ance th a t the CPA’s judgment may have been wrongly influenced.
The CPA’s personal standards also demand the exercise of due 
professional care in the performance of his work. Due care involves 
not only the employment of procedures which are proper under the 
circumstances of a case, bu t also the proper application and coordi­
nation of the procedures employed. He m ust observe due care both 
in his field work and in reporting his findings.
Standards of Field Work
To meet generally accepted auditing standards regarding the per­
formance of his field work, the CPA’s work must be adequately 
planned and his assistants, if any, m ust be properly supervised. 
Proper planning is an essential prerequisite of good audit work. I t  is 
particularly im portant in connection with the auditing of inventories 
and is indispensable to the achievement of satisfactory coordination 
in auditing procedures. Closely related to  proper planning is the 
necessity for critical review by the accounting firm’s supervisory per­
sonnel of the work and decisions of those whose skill and experience 
are less extensive.
Professional standards of field work also require the CPA to  make 
a proper study of the existing internal control and to  evaluate its 
effectiveness by positive tests designed to demonstrate its substance 
as well as its  form.6 The adequacy of the system of internal con­
trol, which from the CPA’s viewpoint concerns primarily the meas­
ures adopted by the business to  safeguard its assets and to check the 
reliability and accuracy of its accounting data, is of vital importance 
in the selection and application of appropriate audit procedures.
Standards of Reporting
In  his report, the CPA states whether the financial statements are
5 These are discussed at some length in Professional Ethics of Public Accounting by 
John L. Carey (American Institute of Accountants, 1946).
6 See Internal Control—Elements of a Coordinated System and its Importance to Man­
agement and the Independent Public Accountant—Special report by committee on auditing 
procedure (American Institute of Accountants, 1949). The committee is also sponsoring 
a series of three Case Studies in Internal Control to illustrate the manner in which account­
ants reviewed internal control and applied their findings in actual engagements.
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presented in accordance with generally accepted accounting prin­
ciples and whether the principles have been consistently observed 
during the current period in relation to  the preceding period. The 
CPA’s responsibility relates not only to the propriety of th a t which is 
set forth, bu t also to the inclusion of such additional information as 
may be necessary to  make the statements not misleading. If dis­
closures in the financial statem ents relating to items of m aterial im­
portance are not reasonably adequate, he clarifies these m atters in 
his report.7
7 A summary of references to disclosure in various Institute publications appeared in 
the August, 1948, issue of The Journal of Accountancy as “Disclosure in Financial State­
ments—Codification of Institute Pronouncements,” pp. 112-118.
Section IV: AUDITING PROCEDURES
The preceding discussion was directed primarily to the broader 
considerations involved in an audit—what was called the philosophy 
of auditing. The rest of this pam phlet deals with some of the ways 
in which the philosophy may be reflected in the selection and applica­
tion of auditing procedures.8 The discussion is of necessity very 
general because, as already explained, auditing procedures m ust 
vary with the circumstances. More detailed and comprehensive il­
lustrations of the application of auditing procedures are presented in 
the series of Case Studies in Auditing Procedure, issued by the com­
mittee on auditing procedure of the American Institute of Account­
ants. Each of those case studies describes the auditing procedures 
which were actually followed in a particular case.
Audit Techniques
Although the nature of the techniques employed by CPAs should 
be readily apparent from the discussion of procedures which follows, 
a brief description of them, in general terms, may be helpful.
Analysis and Review: The principal means by which the CPA 
forms his opinion as to  the fairness of financial statements is through 
careful analysis and critical review of the data presented, with a 
view to appraising whether they appear to be reasonable and re­
liable. This process is applied not only to  the company’s data, bu t 
also to  data accumulated by the CPA himself in the course of his 
audit. One way this is accomplished is by comparison of balances 
in the trial balance a t the balance-sheet date with those in the trial 
balance a t the end of the previous comparable period, noting for in­
vestigation any items which appear to be out of line with previous 
experience. Another comparison is th a t of the gross profit per­
centage during the current period with the corresponding percent­
ages in previous periods. A somewhat different approach is to  break 
down the detail of individual accounts so th a t any unusual items re­
quiring special investigation may be identified or so th a t the more 
significant transactions in the account may be selected for investiga­
tion as a part of the testing program.
Observation: The CPA should, of course, be observant a t all times. 
However, the term  “observation,” as used in auditing, refers to the
8 Certain aspects of this subject are discussed in the series of Statements on Auditing 
Procedure issued by the committee on auditing procedure of the American Institute of 
Accountants.
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practice of being present to  observe the manner in which various 
procedures of the company are being performed by its employees. 
In  particular, it  is used in reference to  the CPA’s attendance a t the 
counting of the inventory. In  the course of his audit, the CPA may 
also observe the company’s procedures in the handling of cash and in 
the operation of other phases of its system of internal control.
Inspection: A large part of the CPA’s work involves the inspection 
of physical assets, and of documents and other evidence supporting 
the figures in the accounting records. This process includes such 
procedures as counting cash on hand, testing inventory counts and 
visiting plants to gain general familiarity with the company’s facili­
ties and operations. I t  also includes such steps as examining in­
voices, checks, and other documents supporting entries in the books, 
and reading the minutes of stockholders’ and directors’ meetings for 
information on actions authorized by those groups.
Confirmation: In  numerous phases of the audit, the CPA obtains 
confirmation of items shown on the records by advice directly from 
the individual or company in a position to  verify such items. For 
example, the CPA generally obtains reports as to the balances in the 
bank accounts a t the balance-sheet date directly from the banks in 
which the company’s funds are deposited. Confirmation requests 
are similarly sent to customers of the company on a test basis. In 
this way, the CPA receives confirmation of certain information from 
persons or businesses th a t are independent of the company under 
examination. Requests for confirmation are mailed personally by 
the CPA in envelopes bearing his return address and are usually ac­
companied by a return envelope addressed to the CPA.
Inquiry: The CPA generally secures considerable information by 
discussing with officers and employees of the company various ques­
tions th a t arise during the audit. These inquiries generally involve 
points which are not completely clear from the records, m atters of 
general company policy, or such items as contingent liabilities re­
garding which information can often be supplied only by the manage­
ment. N ot infrequently, the more im portant of these explanations 
are reduced to writing in a statem ent signed by responsible officers of 
the company.9
Computation: The CPA also does a considerable amount of work 
independently testing arithmetical calculations, and computing 
such figures as depreciation, interest accrued, amortization of bond 
discount, tax liabilities, etc.
9 See Statements on Auditing Procedure No. 4, Clients' Written Representations 
Regarding Inventories, Liabilities and Other Matters.
Auditing Procedures Often Employed
Some of the procedures often employed by CPAs in the audits of 
small or medium-sized companies engaged in industry or trading are 
described in the following pages. The procedures are discussed in 
relation to  the principal items usually appearing in financial state­
ments of corporations. However, the general approach would be the 
same in the case of a partnership or proprietorship.
I t  should be understood th a t the procedures would seldom be per­
formed in the order presented here. In  practice the procedures are 
coordinated to deal with related items (e.g., sales and receivables).
I t  is not considered practicable to  present in this pam phlet de­
scriptions of procedures as they might be employed in the audits of 
large business units because of the complexities of their operations 
and accounting procedures. Nor are the special problems th a t arise 
in certain audits such as those of insurance companies, brokerage 
concerns, banks and trust companies, municipalities, clubs, hos­
pitals, colleges and universities, or other non-profit enterprises, con­
sidered here. However, the broad objectives and the basic con­
siderations involved in such audits are the same as those involved in 
the audits of manufacturing and mercantile organizations.
In  the case of certain items in the financial statements, the CPA 
makes an extensive investigation. In  other instances, he proceeds 
only far enough to satisfy himself th a t the items cannot be incorrect 
to any great extent. As explained earlier, the m ateriality of the item 
and the risk of its being incorrectly stated in the particular instance, 
together with the effectiveness of the company’s system of internal 
control, enter into his decision as to how far he should go in verifying 
each item on the financial statements. I t  should be remembered 
th a t the CPA cannot achieve absolute certainty. To approach it 
would require verification of every transaction—a process which 
would generally be far more expensive than the results would 
justify.
M any of the procedures described are applicable in most audits. 
Others are not always applicable. Still others, not discussed here, 
are necessary a t times. Accordingly, in reading the following pages, 
it is im portant to bear in mind that, as stated before, each audit 
must be designed to fit the particular circumstances. The discussion 
which follows does not constitute a “standard audit program.” It does 
not describe a “typical audit.” This pamphlet does not tell a person 
how to make an audit; nor does it present a yardstick for weighing the 
adequacy of an audit. It is the CPA’s responsibility, and his alone, to
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determine what procedures are necessary and how extensively they shall 
be applied in a particular audit.
CASH
Cash includes such items as amounts on deposit in banks, unde­
posited receipts, change and other working funds, and petty  cash 
funds. Because of the relative ease with which errors or irregulari­
ties can occur in the handling and recording of cash, an effective 
system of internal control over the handling and recording of cash is 
of the utm ost importance.
The CPA’s examination of cash is designed to afford a reasonable 
basis for his opinion th a t cash, as stated  on the balance sheet, is 
available w ithout restriction, or with restrictions as indicated. The 
detection of embezzlement or kindred frauds was once a primary 
purpose of an examination by a CPA but, as the size of business 
organizations and the number of transactions have increased, with 
consequent improvement in internal controls, this purpose has be­
come less im portant and the usual examination is no longer designed 
primarily to disclose such irregularities. The present-day aim of 
auditing procedures for cash is comparable to those for the examina­
tion of other assets—to state the amount fairly but not necessarily 
precisely.
In  small or medium-sized companies, the circumstances do not al­
ways permit the development of as effective a system of internal con­
trol as is obtainable in larger business units. I t  follows th a t the 
audits of many smaller business units require relatively more ex­
tensive application of auditing procedures.
Cash in Banks
Each bank with which the company does business is asked to con­
firm the balances in the company’s bank accounts a t the balance- 
sheet date. A special confirmation form has been developed to as­
sist the banks in answering these requests.10 In addition to  asking 
for confirmation of balances in the accounts, the request form pro­
vides for information regarding such im portant m atters as restric­
tions on withdrawal of funds, direct or contingent liabilities to the 
bank, such as loans or discounted notes, and any of the company’s 
assets held as collateral.
Balances of cash on deposit as reported by banks, seldom agree 
with the corresponding balances recorded in the company’s records
10 Standard Bank Confirmation Form—1940, available from American Institute of 
Accountants.
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because of such items as checks issued by the company th a t have 
not been paid by the banks, or deposits in transit. To satisfy him­
self th a t these reconciling items are in order, the CPA usually com­
pares them with the books and with bank statements and canceled 
checks received by him directly from the bank subsequent to  the 
date of the reconciliation. If the bank statements are not received 
directly from the bank, the CPA usually proves them  by ascertaining 
th a t the to tal of the opening balance and deposits, according to  the 
bank statement, less the sum of the accompanying checks, equals the 
closing balance shown on the bank statem ent. In  the case of large 
deposits in transit, authenticated deposit slips are usually obtained 
from the banks and compared with the books, item by item.
Cash on Hand
In  satisfying himself as to  cash on hand, the CPA usually counts 
it, making sure th a t no items such as vouchers for disbursements of 
significant amounts made prior to  the balance-sheet date, or checks 
which do not appear to be readily collectible, are included in the cash 
funds. He also satisfies himself th a t the amounts of all cash funds, 
as determined by his counts, are in agreement with the books, and 
th a t all receipts produced as a part of the cash balance have been en­
tered in the cash book prior to the close of the period. Where the 
company has a number of small pe tty  cash accounts, i t  m ay not be 
necessary to count them all. In  such cases, the CPA frequently re­
quests confirmations of the amounts from the custodians of the 
funds.
The CPA, in counting cash, takes precautions against temporary 
substitution from other funds or from other sources. To accomplish 
this, he may secure control over the other funds and negotiable as­
sets until the count is completed. Control may be obtained in many 
cases by providing th a t no one may have access to the items unless 
accompanied by the CPA, or by sealing the containers in which the 
items are kept.
Cash Transactions
To satisfy himself th a t cash receipts and disbursements have been 
correctly recorded, the CPA usually selects a sample period or periods 
for checking cash transactions in detail. The procedures applied 
generally include examination of checks issued by the company dur­
ing the sample period, and paid by the bank, to see th a t they appear 
to be bona fide checks issued for bona fide business purposes to  bona 
fide payees, and comparison of the checks with the cash disburse­
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ments records and with supporting evidence. Receipts, as shown by 
the cash receipts records, are traced to the bank statements, to  du­
plicate deposit slips, or to  other documents which support the records 
of the disposition made of them. As an over-all check, to  be sure 
th a t all recorded receipts and disbursements have been accounted 
for, to tal cash receipts and disbursements, as shown by the com­
pany’s records, may be reconciled with to tal deposits and with­
drawals during the sample period, as shown by the bank statements.
CPAs usually obtain bank statements covering a short period im­
mediately following the balance-sheet date to  examine returned 
checks for evidence of post-dating or failure to enter withdrawals in 
the cash records for the period ended on the balance-sheet date. 
These “cut-off” statem ents also enable the CPA to trace deposits in 
transit a t th a t time to the bank statements and to  satisfy himself as 
to whether any items have been returned. The bank statem ents are 
usually obtained by the CPA directly from the bank. If they are 
not, the CPA proves them in the manner previously outlined.
NOTES RECEIVABLE
The business under review may have several different types of 
notes receivable among its assets. I t  may have notes receivable, in­
cluding instalment notes, arising out of its regular business with its 
customers. There may be notes receivable from affiliated concerns 
or from stockholders, directors, officers, or employees. There may 
also be notes receivable arising from other transactions outside the 
ordinary business of the company. Some of these notes may have 
been discounted, in which case the company may have a contingent 
liability.
The objectives of the CPA in auditing notes receivable are to  
satisfy himself th a t the items making up the amounts on the balance 
sheet are genuine and th a t they are stated a t amounts they may 
reasonably be expected to realize. He also satisfies himself th a t 
they are properly classified on the balance sheet, with the different 
types shown separately, if significant, and th a t none has been 
pledged, sold, assigned, or discounted, except as disclosed in the 
statements.
Notes on hand are usually examined and the details compared 
with the company’s records. Any evidence of collateral may also be 
examined to  determine whether the collateral appears adequate or 
whether provision should be made for possible loss.
I t  is generally accepted auditing procedure, where practicable and 
reasonable, to  ask the makers of the notes to confirm the balances
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payable and the collateral pledged, if any.11 If the notes are numer­
ous, the confirmation procedure m ay be performed on a test basis. 
Replies to  these confirmation requests are checked to the records and 
any differences are investigated. As was indicated under “Cash,” 
the bank confirmation form provides for information as to  notes dis­
counted with banks. When notes are in the hands of attorneys or 
others for collection, confirmation th a t the notes are being held for 
the account of the company is usually requested.
The CPA customarily reviews the records of notes receivable and 
analyzes the accounts to  satisfy himself th a t the notes are being re­
corded properly. In  addition to  comparing the results of his count 
and the confirmations with the records, this analysis and review may 
also include consideration on a te st basis of whether collections of 
principal and interest during the period under review have been 
recorded properly, and whether any notes have been sold, assigned 
or discounted.
ACCOUNTS RECEIVABLE
Accounts receivable, like notes receivable, may arise from various 
types of transactions and, as in the case of notes receivable, the 
CPA’s objective is to  satisfy himself th a t they are presented fairly in 
appropriate detail. Since accounts receivable are generally related 
closely to  sales, the CPA’s audit of accounts receivable often plays 
an im portant part in his audit of income.
General
Unless the accounts receivable are few in number, the records of 
individual accounts are usually kept in a separate ledger, or ledgers, 
the total balances of which are “controlled” by summary accounts in 
the general ledger. I t  is customary, therefore, to obtain trial bal­
ances (a listing of balances) of the accounts in the subsidiary ledgers, 
making sure th a t the details on the trial balances are in agreement 
with the balances in the individual accounts and th a t the totals are in 
agreement with the general ledger. The accounts may, a t the same 
time, be scrutinized for unusually large items, or for items which for 
other reasons appear to require special investigation. If there are 
significant credit balances in any individual accounts, they are in­
vestigated to  see if they should be reclassified as liabilities for bal- 
ance-sheet purposes.
11 See Statements on Auditing Procedure No. 1, Extensions of Auditing Procedure. 
(American Institute of Accountants, 1939)
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Past-Due Items
The trial balances of accounts receivable, in addition to showing 
the balance due on each account, are often prepared so as to show the 
“ageing” of the individual accounts. For example, the balance of 
each account may be analyzed to show the portion of the balance 
th a t is current and the portions th a t are th irty  days, sixty days, 
ninety days, and over ninety days, past due. The calculation of this 
schedule is tested by comparison with the customer’s accounts to 
assure its correctness, if the CPA has not prepared it  himself.
Steps are also taken to  see th a t adequate provision is made for 
material items which are in dispute, or which may not for other 
reasons be collected in full. For example, a customer may be making 
regular payments on his current account while old items in dispute 
are carried forward. I t  is customary to  pay particular heed to  the 
possible existence of such items when comparing the trial balance 
with the individual accounts. The ageing schedule provides con­
siderable assistance in this respect because i t  so readily directs a tten­
tion to items past due.
The CPA usually discusses with the credit department, or with 
some responsible officer, disputed items and accounts and notes th a t 
are past due. On the basis of this discussion, and such other in­
vestigations of correspondence, loss experience, etc., as are deemed 
necessary to  form an opinion regarding the collectibility of the ac­
counts and notes, the CPA satisfies himself as to  whether sufficient 
allowance for probable losses from doubtful accounts and notes has 
been made. In  the balance sheet, these estimates of possible losses 
are usually shown as deductions from the corresponding assets, or 
from the to tal of the receivables to which they relate if the estimates 
are combined in a single amount.
Allowances to Customers
The CPA customarily investigates the company’s practice re­
garding the granting of trade discounts, cash discounts, and freight 
allowances. He may also make inquiries as to the existence of cus­
tomers’ claims for reduction in prices and for allowances on account 
of defective material or special quantity  discounts. Recognition of 
such items in the financial statem ents is similar to th a t given esti­
mates of bad debt losses, though i t  is not customary to disclose them 
separately.
Goods Consigned Out
If the company consigns goods to customers or agents or holds
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goods under orders from customers for future delivery, title not hav­
ing passed to the customers, the CPA makes inquiries and reviews 
the records to satisfy himself th a t such items have not been improp­
erly included in accounts receivable. They are ordinarily carried in 
the inventory a t the inventory price.
Confirmation
As with notes receivable, accepted practice requires the CPA to 
obtain confirmation of a representative portion of the balances of ac­
counts receivable by communicating directly with the debtors wher­
ever practicable and reasonable, and where the aggregate amount of 
accounts receivable represents a significant portion of the current as­
sets or the to tal assets of the company.12 Experience has demon­
strated th a t this procedure is generally practicable and reasonable 
and is the most satisfactory method of substantiating receivables. 
I t  should be noted, however, th a t the principal purposes of such con­
firmations are to establish the genuineness of the receivables, the 
proper recording of receipts and the accuracy of the balances, and to 
test the internal control, rather than to  determine the debtor’s credit 
worthiness.
The method, the extent, and the time of confirming receivables in 
each engagement, and whether all receivables, or a p art of them, 
should be confirmed, are determined by the CPA in the light of the 
particular circumstances. In  general, there are two methods: the 
positive method and the negative method.
Method of Confirmation
W hen the positive method is used, the debtor is asked to reply 
directly to  the CPA, stating whether the balance shown by the re­
quest is correct and, if not, the balance he considers correct. He is 
also asked to furnish information which may be of assistance in 
locating any difference. Under the negative method, the debtor 
is asked to reply only if the balance is incorrect.13 The confirma­
tion request is often in the form of a special letter, or of a sticker a t­
tached to  the regular periodic statement, or it may be imprinted on 
the statem ent by a rubber stamp.
Extent of Confirmation
In  addition to applying his judgment as to the method of con-
12 See Statements on Auditing Procedure No. 1, Extensions of Auditing Procedure.
13 See Statements on Auditing Procedure No. 19, Confirmation of Receivables {Positive 
and Negative Methods).
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firming accounts receivable, the CPA m ust also decide whether 
under the circumstances a limited test will be satisfactory, or 
whether requests should be made for confirmation of a relatively 
large number, or even all, of the accounts. In reaching a decision, 
he takes into consideration such factors as the type of business and 
the effectiveness of the internal control.
Some companies, such as public utilities and department stores, 
have a large number of accounts with small individual balances. 
Other companies have a much smaller number of accounts bu t in­
dividual balances may be large. If the company has a large number 
of accounts with small balances, and the internal control is good, the 
likelihood th a t the receivables may be materially misstated is slight. 
The CPA may, therefore, request confirmations for only a relatively 
small proportion of the accounts. I t  is not uncommon to use the 
negative method in such cases.14 On the other hand, if the company 
has a smaller number of accounts, but with large individual bal­
ances, it is customary to confirm a relatively larger proportion of the 
accounts and to use the positive method.
I t  is often desirable to use both methods of confirmation in the 
same audit, confirming the more im portant accounts by the positive 
method and the remainder by the negative method.
Checking Results
Even when the positive method is adopted, it is usually impossible 
to secure responses to all requests. The percentage of replies varies 
considerably according to the type of customer with which the 
organization deals. The CPA must, therefore, decide whether the 
nature and extent of the response, taken in conjunction with his 
other auditing procedures, constitute a satisfactory basis for his 
opinion as to the receivables. Generally, the CPA reaches a decision 
in this respect by comparing the number of replies received with the 
number of requests sent, and by comparing the aggregate dollar 
amount confirmed with the aggregate dollar amount for which con­
firmations were requested, taking into account also the nature of the 
replies and the situations disclosed. If the CPA does not consider 
the results satisfactory, he pursues the m atter further, either by 
communicating again with those who have not replied or by adopting 
alternative procedures, to satisfy himself th a t accounts with re­
spect to which replies have not been received are in order.
14 See Statements on Auditing Procedure No. 3, Inventories and Receivables of Depart­
ment Stores, Instalment Houses, Chain Stores and Other Retailers, and No. 14, Confirma­
tion of Public Utility Accounts Receivable.
When the internal control and other conditions warrant, the con­
firmation of accounts receivable and the general review of the ac­
counts receivable records are frequently done as of an interim date.
Confirmation Omitted
Although confirmation of accounts receivable is generally prac­
ticable and reasonable, circumstances occasionally arise under which 
it  is not. The CPA may be able, in some cases, to  satisfy himself 
by other, special auditing procedures which are substantially the 
equivalent of confirmation in the circumstances. If unable to 
do so, and the amount involved is sufficiently material, he must 
refrain from expressing an opinion. In  any case, the fact th a t 
receivables were not confirmed must, if they are material, be dis­
closed in his report even though he has satisfied himself sufficiently 
by other auditing procedures.15
INVENTORY
Inventory consists of goods awaiting sale (the merchandise of a 
trading concern and the finished goods of a manufacturer), goods in 
the course of production (work in process), and goods to be con­
sumed directly or indirectly in production (raw materials and sup­
plies).16
The CPA’s procedures are designed to  satisfy him th a t the amounts 
set forth by the company as inventory represent actual inventory, 
th a t they are presented with reasonable accuracy and in accordance 
with generally accepted accounting principles consistently applied, 
and th a t the bases of stating the inventory, as well as the pledge or 
assignment of any inventory, are properly disclosed. These objec­
tives require the CPA to investigate the care and accuracy with 
which the company has counted the inventory, the methods and 
bases adopted by the company in pricing it, and the substantial 
correctness of the company’s mathematical computations.
Observation
To satisfy himself th a t the counting of the inventory is done care­
fully and accurately, and also to gain general familiarity with the 
inventory, the CPA is required by generally accepted auditing prac­
tice to  be present a t the inventory-taking to  observe the effective­
ness of the count procedures when it  is practicable and reasonable to
15 See Statements on Auditing Procedure No. 12, Amendment to Extensions of Auditing 
Procedure.
16 See Accounting Research Bulletin No. 29, Inventory Pricing, and No. 30, Current 
Assets and Current Liabilities.
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do so and the amount of the inventory is significant.17 Although the 
CPA may review and approve the instructions for taking the inven­
tory, and may test the count of some items, it  is the company’s 
responsibility to make the count satisfactorily. The CPA’s purpose 
in observing the count is to satisfy himself th a t the company is dis­
charging th a t responsibility. I t  should be clearly understood th a t 
the CPA does not hold himself out as an appraiser, valuer, or expert 
in materials. He does not “take,” “determine,” or “supervise” the 
inventory.
Although many companies count the inventory at, or very close 
to, the end of the accounting period, i t  is not uncommon to do this a t 
other dates. For example, some companies maintain a book (or 
card) record of the inventory on hand from day to day, called a per­
petual inventory record. These companies sometimes check these 
book records by comparing actual counts of individual items with 
the records, adjusting the records for the differences disclosed, on a 
continuous basis throughout the year. They may not count the 
whole inventory a t any one time. Other companies take the whole 
inventory a t one time, bu t a t a date other than the balance-sheet 
date.
Planning Observation
I t  is apparent th a t the CPA m ust plan his audit program care­
fully if he is to perform his procedures in connection with the in­
ventory count efficiently and satisfactorily. In  particular, this in­
volves careful study of the company’s inventory-taking instructions 
to  its employees. When the counts are made during the year, i t  also 
involves proper consideration of the effectiveness of the book or 
perpetual inventory records and of the system of internal control to 
determine whether the CPA may plan to  rely upon a general review 
of the records for transactions taking place between the dates when 
he observes the counting and the close of the period under review.
Outside Custodians
In  addition to the stocks of inventory on their own premises, com­
panies may also have inventories in public warehouses or with other 
outside custodians. Under these circumstances, the CPA usually 
requests confirmation of the nature and amounts of the inventory 
from the outside custodians. If the amounts involved represent a 
significant proportion of the current assets or of the to tal assets of 
the company, supplemental inquiries m ay be made. A t times, it
17 See Statements on Auditing Procedure No. 1, Extensions of Auditing Procedure, 
and No. 16, Case Studies on Inventories.
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may be necessary to  make test counts of such inventories as well as 
those on the company’s premises.
Observation Omitted
Although observation of physical stock-taking is a generally ac­
cepted auditing procedure, it is occasionally impracticable or un­
reasonable to perform it. The question then arises whether the CPA 
can give an informed opinion on the financial statements. In  some 
rare cases, he may be able to adopt other, special auditing procedures 
which he feels give sufficient assurance as to the reliability of the 
inventory amounts to  permit the expression of an opinion. If 
not, and the amounts involved are material, he must refrain from 
expressing an opinion. However, regardless of whether or not he 
has satisfied himself by other auditing procedures, the CPA must 
explain in his report th a t the counting of the inventory was not 
observed.18 
Inventory Pricing
Although the procedures by which the CPA satisfies himself as to  
the fairness of the count are im portant, they are bu t one p art of his 
audit of the inventories. He also satisfies himself th a t the methods 
of pricing, or stating, the inventory are in accordance with generally 
accepted accounting principles and th a t the practices in this respect 
have been adequately disclosed in the financial statements and have 
been observed consistently.
As a general rule, inventories are stated a t the lower of cost or 
market. I t  should be borne in mind, however, th a t there are several 
different methods of determining “cost” of inventories, and the 
figure considered to be “m arket” varies with the particular circum­
stances. For example, the inventory cost may be determined by the 
“first-in, first-out” method, by the “last-in, first-out” method, by an 
averaging method, or by other acceptable methods. Similarly, 
market may, according to the circumstances, be considered to be the 
current replacement value of the inventory, the net amount th a t 
may reasonably be expected to  be realized from the inventory in the 
normal course of business, or the net realizable amount reduced by 
an allowance for a normal profit margin.19
I t  is the CPA’s duty to make sufficient tests to satisfy himself th a t 
the method, or combination of methods, used is being applied prop­
erly and consistently. To do this, i t  is generally necessary to  make 
rather extensive tests of the inventory records. These tests m ay in-
18 See Statements on Auditing Procedure No. 12, Amendment to Extensions of Auditing 
Procedure, and No. 17, Physical Inventories in Wartime.
19 See Accounting Research Bulletin No. 29, Inventory Pricing.
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clude comparisons of items counted with quantities shown on the 
records, inspection of purchase invoices, and verification of footings 
and extensions. They may also involve a general examination of the 
company’s cost system, including a review of the allocation of over­
head, as a check upon the pricing or valuing of inventories of work in 
process and finished goods.
Inventory Losses
Throughout his inventory examination the CPA is alert to see th a t 
adequate provision has been made for substantial losses on obsolete 
or damaged stock, discontinued products, or unsalable overruns and 
excess stock. He satisfies himself, usually by tests of shipping and 
other records, th a t a proper cut-off has been made so th a t goods, the 
title to  which has passed to the customer, are excluded from the in­
ventory and included in sales. Tests of purchase invoices and re­
ceiving records may be made to see tha t, when title for goods has 
passed to  the company, the related liability has been recorded. The 
CPA also satisfies himself th a t adequate provision has been made for 
indicated losses on purchase commitments and on uncompleted 
sales contracts, if material.
Consigned Goods Held
Goods held on consignment are excluded from the inventory. To 
prevent substitution and to account for reported quantities, the CPA 
generally applies to  such goods the same auditing procedures, in­
cluding observation of the count, as are used on inventories to which 
the company has title. He often requests confirmation of the nature 
and quantity  of the consigned goods from the consignor.
INVESTMENTS
Investm ents may be either temporary or long-term. Temporary 
investments include marketable securities in which surplus funds of 
the company available for current operations have been invested, 
such as bonds and stocks of other companies and government bonds. 
Long-term investments include those which have been made for the 
purpose of control, affiliation, or other continuing business advan­
tage. They may, or may not, be marketable.
C PA ’s Objectives
In  auditing the investment accounts, the CPA’s objectives are to 
assure himself th a t the securities recorded actually exist and are, in 
fact, in the possession or under the positive control of the client and
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th a t their value is stated in accordance with generally accepted ac­
counting principles.
Accordingly, the CPA satisfies himself th a t securities considered 
to be readily convertible into cash, and in which surplus funds of the 
company have been invested temporarily, are shown on the balance 
sheet under current assets. Where stocks and bonds represent con­
trol of or a material interest in other enterprises and have a signifi­
cance to  the company apart from their dividend or interest return, 
they are more in the nature of permanent investments and he sees 
th a t they are shown below the current assets in the balance sheet. 
His examination is also directed to  ascertaining th a t securities which 
are not readily marketable are excluded from current assets and th a t 
the basis upon which investments are shown is stated in the financial 
statements.
He also investigates whether the value of securities included under 
current assets, when priced a t m arket quotations, amounts to  m a­
terially less than the to tal book value so th a t the amount of the 
shrinkage should be deducted in the financial statements. In  any 
event, if book values are shown in the balance sheet, he sees th a t the 
total amount a t market quotations is stated parenthetically.
As to noncurrent investments, if examination of available data, 
including market quotations or, in their absence, balance sheets and 
income accounts supplemented by information and explanations 
from responsible officials, indicates th a t there has been a substantial 
shrinkage since acquisition, he sees th a t appropriate deductions are 
made or th a t the facts are disclosed in the financial statements. If it 
can be determined th a t the shrinkage is permanent, he satisfies him­
self th a t adequate adjustment has been made.
Procedures
As in the case of cash, the CPA’s principal reliance is upon inspec­
tion and confirmation. In examining or obtaining confirmation 
of stocks and registered bonds, the CPA makes sure th a t they are 
in the name of the company or endorsed so as to be transferable to 
the company, or th a t they are accompanied by powers of attorney. 
In  the case of coupon bonds, the CPA may make tests of unmatured 
coupons to see whether any have been cut from the bonds.
The inspection of securities is often made a t the time the cash is 
counted. If not, the securities may be kept under control until 
counted. Where mortgages are held, the CPA usually requests con­
firmation of balances, interest status, and other pertinent informa­
tion from the debtor. If mortgaged property is insurable, the CPA
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may review the insurance coverage. If any securities are held by de­
positaries or others for safekeeping or as collateral, he satisfies him­
self th a t such holder is bona fide and usually requests the holder to 
confirm th a t the securities are being held for the company. Under 
certain conditions confirmations are requested both a t the date of the 
cash count and as of the balance-sheet date, if these two dates do not 
coincide.
The CPA’s investigations of the investment accounts also provide 
essential information regarding investment income and profits or 
losses on sales of investments. As a part of these investigations, he 
may, therefore, prepare an analysis of security and investment in­
come accounts for the period. In  order to  satisfy himself th a t these 
transactions are properly recorded, he customarily reviews evidence, 
such as brokers’ advices, regarding purchases and sales. He may 
also refer to  security-reporting services, or other sources, and make 
computations to assure himself th a t all dividends and interest have 
been entered and are correctly reported in the financial statements.
PROPERTY
Property accounts include such items as land, buildings, and 
machinery and equipment. In  auditing these accounts, the CPA’s 
work consists largely of a review of the principles applied, an an­
alysis of the property accounts, and tests of the supporting data.
His review of the accounting principles applied is directed to the 
company’s accounting practices with respect to depreciation, better­
ments, additions, retirements, repairs and replacements, to  deter­
mine th a t these practices are in accordance with generally accepted 
accounting principles which have been consistently applied. He sees 
th a t the basis of stating the property items is adequately disclosed; 
including disclosure of the date of appraisal and authority for the 
figures when appraisal figures are used.
Property Accounts
In  his analysis of the property accounts, the CPA customarily 
pays particular attention to the changes during the period under re­
view. These changes consist principally of additions or betterments 
and sales or retirements of property items. He relies to a large ex­
ten t upon inspection of supporting documents, such as authoriza­
tions by the board of directors, work orders, vouchers, journal en­
tries, etc., in assuring himself th a t these changes have been properly 
recorded. Although the CPA takes all reasonable steps to ascertain 
th a t title to  property is in the name of the company and th a t pledges
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of property through mortgage or otherwise are stated, the verifica­
tion of present title and search for encumbrances are legal m atters 
not within his province.
As a part of his analysis of the property accounts, the CPA makes 
sufficient tests to satisfy himself th a t all m ajor items charged to them 
were properly capitalizable and were not proper charges to expense. 
In the same manner, he investigates charges to  expense to satisfy 
himself th a t items which should have been capitalized were not 
written off. He also reviews evidence in support of recorded prop­
erty sales, abandonments, or other retirements. Special inquiry may 
be necessary when there are no detailed records.
If the company leases its premises, the CPA generally examines 
the leases, noting their terms, and reviews the company’s records to 
satisfy himself th a t any asset for leaseholds, as well as leasehold im­
provements, are being written off over their useful life or over the 
term  of the lease, whichever is appropriate, and th a t significant in­
formation regarding any long-term lease arrangements is adequately 
disclosed.
Depreciation
The CPA’s review of the company’s depreciation policies is gen­
erally made in conjunction with his examination of the property 
accounts. In  this review he satisfies himself th a t a reasonable al­
lowance for depreciation has been made during the period under 
review and th a t the to tal amount accumulated for depreciation is 
adequate on the basis of a reasonable and orderly depreciation 
policy.20 This does not involve or contemplate engineering studies 
or efforts to  determine independently the useful life of the plant 
items. The CPA also investigates charges against accumulated 
depreciation and satisfies himself th a t they are proper. In  the 
case of companies having diminishing assets, such as oil companies, 
the CPA makes a similar review and analysis of the company’s poli­
cies and records concerning depletion.
When the CPA is engaged in the audit of a company for the first 
time, i t  is usually necessary to  make a historical review of the 
property accounts in order to obtain general information relative 
to the acquisition of the property and the company’s policies in 
recording it.
INTANGIBLE ASSETS
Intangible assets include such items as patents, trademarks, 
franchises, and goodwill, shown separately on the balance sheet, if
20 See Accounting Research Bulletin No. 33, Depreciation and High Costs.
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practicable.21 In  auditing these accounts the CPA generally reviews 
the accounting records and other evidence to determine the basis 
used and to  ascertain th a t the company’s policies as to carrying 
values and amortization are in accordance with generally accepted 
accounting principles consistently applied. In  the course of his 
review, he may examine pertinent documents and inquire into roy­
alty  or other agreements related to  the assets.
DEFERRED CHARGES AND PREPAID EXPENSES
Deferred charges include such items as bond discount, organiza­
tion expense, and other deferred items which have not been com­
pletely amortized. Such items as unexpired insurance, taxes, royal­
ties, and other prepaid expenses are frequently included among de­
ferred charges, although many consider i t  preferable to  include them 
among current assets when they will be charged to  operations within 
a relatively short tim e.22
W ith respect to  these items, the CPA customarily reviews the 
company’s practices in amortizing them  and examines such evi­
dence as insurance policies, tax receipts, contracts and invoices, 
making whatever computations are necessary, to  determine th a t 
the amounts carried forward are applicable to  future periods. In  his 
examination of the insurance policies, he usually makes a general 
review of the insurance coverage, but he does not hold himself out 
as an expert in insurance matters.
OTHER ASSETS
“Other Assets” may include such items as noncurrent notes and 
accounts receivable, deposits of various kinds, special funds, etc. 
The CPA’s responsibilities for these items are the same as for cur­
rent items of similar classes. When the company carries life insur­
ance policies of which it is the beneficiary, the CPA usually satis­
fies himself by reference to  the policies, if an approximate figure is 
satisfactory, th a t the cash surrender value is correctly stated on the 
financial statements; and determines by correspondence with the 
insurance companies whether loans have been made on the policies.
LIABILITIES
The audit of liabilities is designed to establish, so far as possible, 
th a t all significant liabilities are included in the financial statements,
21 See Accounting Research Bulletin No. 24, Accounting for Intangible Assets.
22 See Accounting Research Bulletin No. 30, Current Assets and Current Liabilities— 
Working Capital.
th a t reasonable provision has been made for accrued liabilities, 
and th a t adequate disclosure has been made of the source or type 
of borrowing, of any assets pledged as security for the liabilities, 
and of liabilities to  affiliated companies and to  stockholders, direc­
tors, officers, and employees, if material. In  general, all liabilities 
to banks, trustees, and mortgagees are confirmed by correspondence. 
An analysis of the interest accounts often provides information re­
garding interest-bearing liabilities.
Notes Payable
As explained in the discussion of cash procedures, the standard 
form of bank confirmation ordinarily used to  confirm cash balances 
also provides for information as to  notes payable and discounted 
notes held by banks. If there are any other recorded notes payable, 
the CPA generally obtains confirmation of the details, including the 
collateral held, if any, directly from the holders of the notes. The 
information obtained from these confirmations is compared w ith the 
accounting records to see th a t they are in agreement. Canceled 
notes are usually inspected to  see th a t notes paid during the period 
have been properly discharged and to  provide evidence in support of 
payments recorded during the  period. Formal agreements made in 
connection with borrowings are usually reviewed to  ascertain re­
strictions on dividends, and such covenants as those involving fi­
nancial position.
Accounts Payable
The CPA customarily reconciles open items on the voucher regis­
ter, or balances of the individual accounts, with the control ac­
counts for accounts payable to see th a t they are in agreement. An 
ageing of the accounts, similar to th a t discussed under Accounts 
Receivable, may also be prepared. I t  is usually advisable to  test 
whether cash discounts are taken regularly.
Large accounts which do not represent recent items, and ac­
counts which have been active during the period bu t show no balance 
a t the date of examination, are generally investigated. Confirmation 
of such accounts is frequently requested from the creditors by cor­
respondence, especially when the internal control is weak. The CPA 
may also test whether all accounts payable are included among the 
liabilities by examining vouchers and payments entered in the rec­
ords subsequent to the balance-sheet date, unpaid invoices not yet 
entered, and regular monthly statements from creditors. Receiving
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records both before and after the closing date may be reviewed for 
th a t purpose and to make sure th a t the related liabilities are recorded 
in the proper periods.
The CPA may also examine the records regarding goods con­
signed to his client to  ascertain th a t any liabilities for the sale of 
such goods have been set up.
Other Current Liabilities
Accruals are usually made for other liabilities such as interest, 
taxes, salaries and wages, commissions, legal expenses, damages, 
etc. The CPA examines the supporting evidence, obtaining confir­
mation where appropriate, and makes whatever computations are 
necessary to  be satisfied th a t proper accruals of the liabilities for 
these items have been made.
Long-Term Liabilities
Long-term liabilities include those arising from the sale of long­
term notes and from mortgages and bonds. In  auditing these liabili­
ties, the  CPA satisfies himself th a t the am ount of the liability is cor­
rectly stated on the balance sheet, and th a t the amount of bonds in 
treasury or sinking funds, rates of interest, and the dates of m aturity  
or, in  the case of serial bonds, the annual or periodic maturities, 
are properly shown. He customarily ascertains th a t serial bonds, 
notes and mortgage instalments due within a relatively short period 
of time, usually twelve months, are disclosed separately and, if m a­
terial, are included with the current liabilities. He also assures him­
self th a t interest expense has been properly accrued.
I t  is customary to  request confirmation of payments on principal 
during the period and the amount of the debt outstanding a t the 
balance-sheet date by direct communication with banks, trustees, 
or mortgagees. Bonds redeemed during or prior to the period under 
review are generally examined or confirmed with the trustee to  as­
certain th a t they have been properly canceled. In  addition, the CPA 
customarily reviews loan agreements to  satisfy himself th a t the 
financial requirements of the agreements are being observed and to 
ascertain th a t the significant terms of the agreements, together with 
any default in the principal, interest, or sinking fund provisions are 
disclosed and th a t the amounts involved are stated.
Contingent Liabilities
Businesses frequently have potential liabilities the amounts of 
which cannot be determined with reasonable approximation a t the
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time of the audit. Such liabilities might arise in connection with in­
come taxes, notes receivable discounted, endorsements and guaran­
tees, judgments, unfulfilled contracts, damages, etc. I t  is the CPA’s 
duty to  give due consideration to  the likelihood th a t such contingent 
liabilities may become actual obligations of the company and to  see 
th a t their existence is suitably noted on the financial statements if 
it  appears th a t the amounts involved are or m ay become significant.
To satisfy himself th a t all significant contingent liabilities have 
been given recognition, the CPA customarily investigates or in­
quires of the most authoritative sources available for such informa­
tion—including revenue agents’ reports, the company’s legal coun­
sel, the banks with which the company does business, and minutes 
of the meetings of directors and stockholders. As in the case of actual 
liabilities, he usually obtains from the management of the company 
a representation letter enumerating all significant items of this 
nature.
ESTIMATED FUTURE LIABILITIES AND APPROPRIATIONS 
OF RETAINED INCOME (RESERVES)23
These items include accounts established to  indicate estimates of 
costs or losses which it  is anticipated will have to  be m et in the 
future and restrictions on the distribution of earnings. The accounts 
may be set up by charges against current income or by appropria­
tions of retained income (earned surplus) depending upon the nature 
of the item. In  auditing these accounts, the CPA generally analyzes 
changes during the period and investigates significant items. He 
satisfies himself th a t the accounts are properly described on the 
balance sheet and are used only for the prescribed purposes. In  re­
viewing the accounts, the CPA pays particular attention to  the 
company’s policies in setting them  up and applying them, and 
satisfies himself as to whether these policies are in accordance with 
generally accepted accounting principles.24
CAPITAL STOCK
Capital stock may be of different types, such as various classes of 
preferred and common stock. The CPA’s procedures are directed 
to assuring himself th a t each of these are adequately described and 
properly stated in the balance sheet. This includes seeing th a t the
23 See Accounting Research Bulletin No. 34, Recommendations of Committee on Ter­
minology—Use of Term “Reserve.”
24 See Accounting Research Bulletin No. 28, Accounting Treatment of General Purpose 
Contingency Reserves, and No. 31, Inventory Reserves.
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capital stock or stated capital is shown on the balance sheet in ac­
cordance with the statutes of the state in which the corporation is 
organized, the articles of incorporation and the corporation’s min­
utes, and th a t each class of stock is stated separately on the balance 
sheet, showing the amounts authorized, issued and outstanding 
and the par value per share. If the stock has no par value, the stated 
or assigned value per share, if any, is shown. If preferred stock, the 
amount of preference upon involuntary liquidation is stated, and the 
redemption price may also be given.
The CPA ascertains th a t the to tal am ount of dividends, or the 
dividends per share, on outstanding cumulative preferred stock in 
arrears is stated and, if the arrearage creates a right to elect direc­
tors, th a t suitable disclosure is made. He also sees th a t all dividends 
declared bu t not paid a t the date of the balance sheet are included 
in the current liabilities.
Procedures
The amounts of capital stock outstanding are usually determined 
by direct confirmation from the registrar and transfer agent or by 
reference to  the stock records and stock certificate books. Changes 
in the amounts of stock outstanding during the period are custom­
arily investigated by reference to  cash records, or to other records 
of the consideration involved, and by reviewing authorizations of 
the board of directors and the provisions of the corporation’s char­
ter and by-laws.
The CPA also makes inquiries regarding the existence of stock 
options, warrants, rights, conversion privileges, or sales of stock 
on special terms, to  satisfy himself th a t they have been recorded ac­
cording to  the facts in conformity with generally accepted account­
ing principles, and th a t the significant details of such m atters are 
set forth in the balance sheet or in the notes thereto. If stock has 
been subscribed on an instalment plan, it  is customary to investigate 
whether or not payments are in arrears. If special terms have been 
extended to  any stockholder, the minutes of the board of directors 
are usually examined to  see th a t such terms have been approved.
When corporations have reacquired their own stocks, the certifi­
cates are generally examined or confirmed, and, if the company 
maintains its own stock records, are compared with the stock certifi­
cate books. The CPA also satisfies himself th a t they are adequately 
reported in the financial statem ents; preferably as a deduction from 
the capital stock, from surplus, or from the to tal of the two, a t 
either par or cost as the laws of the state of incorporation and other
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relevant circumstances require. In  the rare instances when tempo­
rary holdings of such stock may appropriately be treated as assets, 
the CPA satisfies himself th a t the circumstances justify such trea t­
m ent and th a t they are indicated in the caption or in a footnote to  
the balance sheet. In  addition, he makes sufficient investigation to 
assure himself th a t dividends on such stock are not included in 
income.
OTHER CAPITAL ITEMS (CAPITAL SURPLUS) AND 
RETAINED INCOME (EARNED SURPLUS)25
In  his examination of these accounts, the CPA generally analyzes 
the changes during the period and satisfies himself th a t they reflect 
the application of generally accepted accounting principles, making 
careful distinctions between items th a t should be charged to cur­
rent income, to  retained income, or to  paid-in or other types of capi­
ta l.26 A summary of the changes in each of these accounts during the 
period is generally shown, either on the balance sheet or in a sepa­
rate statement. The CPA also ascertains th a t any restrictions upon 
the use of these accounts are disclosed.
At the time of a “first audit,” it  is the CPA’s responsibility to 
satisfy himself by appropriate investigation of the records, and by 
inquiries, th a t the balances brought forward are correctly cap­
tioned.
INCOME AND EXPENSE ACCOUNTS
I t  is generally recognized today th a t information as to  the earn­
ings history of a company is of vital importance both to  credit gran­
tors and to  investors, and th a t for most purposes a statem ent of in­
come is a t least as im portant as the balance sheet. In  many respects 
the changes in the balance sheet from year to  year are more signifi­
cant than the balance sheets themselves.
As stated earlier, the question of how income and expenses shall 
be allocated to  periodic income statements is one of the basic prob­
lems of accounting and requires the exercise of experienced judg­
ment as to the proper interpretation of all the pertinent information 
relating to the transactions. Because of the im portant part which 
judgment plays in these accounting decisions and in the selection 
and application of auditing procedures for the examination of in-
25 See Accounting Research Bulletin No. 39, Recommendation of Subcommittee on 
Terminology—Discontinuance of the Use of the Term “Surplus."
26 See Accounting Research Bulletin No. 32, Income and Earned Surplus, and No. 35, 
Presentation of Income and Earned Surplus.
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come and expense, it is impracticable to  outline specific procedures 
th a t might often be applicable to  these accounts, such as was done 
with respect to the balance-sheet accounts.
General Approach
I t  is evident th a t the CPA m ust have a thorough understanding 
of the principles and classifications adopted by the company in order 
to use sound judgment as to the relative importance of the different 
items and the amount of testing needed. The extent of the testing 
also depends upon the effectiveness of the company’s system of in­
ternal control. The tests are planned to be sufficient, when combined 
with information obtained in other phases of the audit, to  satisfy 
the CPA to  a reasonable extent th a t the transactions recorded are 
genuine, th a t they have been recorded properly, and th a t they have 
been properly classified and disclosed in the financial statements.
The CPA depends principally upon the results of careful review, 
tests, and analyses of the accounts with respect to  items recorded 
during the period and upon comparison with previous periods. He 
usually tests the more material or extraordinary items by reference 
to  such supporting evidence as payrolls, vouchers, journal entries, 
statistical data prepared by the company, copies of various kinds of 
agreements, budgets, and provisions of corporate minutes.
Coordinated with Balance-Sheet Procedures
M uch of the work the CPA performs to  satisfy himself as to  the 
income and expense accounts is carried out in conjunction with his 
work on the balance-sheet accounts. For example, his work on sales 
m ay involve comparing sales data with the corresponding cash 
receipts or accounts receivable. His tests of purchases may often be 
coordinated with his tests of th e  cash disbursements or accounts 
payable records and his examination of the inventory.
Mention has been made of the necessity of assuring th a t proper 
cut-offs have been made of shipments and receipts of inventory items. 
Other items of income and expense, such as interest income, income 
from securities, interest expenses, depreciation, repairs and main­
tenance, taxes, amortization of deferred charges, and patents, etc., 
are likewise examined to  a considerable extent in conjunction with 
the audit of the related asset and liability accounts.
CONSOLIDATED STATEMENTS
Consolidated financial statements present a number of auditing 
problems which do not arise when the audit of only one company is 
involved. The CPA reviews the consolidation policies followed and 
satisfies himself th a t proper recognition has been given to the busi­
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ness facts of the circumstances so th a t a fair presentation of the 
financial position and results of operations of the combined organiza­
tions is made.
The financial statements of subsidiaries, as well as of the parent 
company, are usually audited if the reporting CPA is to express an 
opinion on the consolidated statements. In  some cases, the reporting 
CPA himself audits the financial statements of the subsidiaries. In  
other cases, the audits of some of the subsidiaries may be performed 
by other independent public accountants. Sometimes the accounts 
of relatively unim portant subsidiaries are included in the consolida­
tion on the basis of unaudited book figures.
Audit Considerations
So far as the audit work in connection with the consolidation of 
statem ents is concerned, the CPA’s principal duty is to  satisfy 
himself th a t proper adjustments have been made in combining 
them. These adjustments, or inter-company eliminations as they are 
usually called, are concerned principally with such m atters as the 
elimination of the parent’s investment accounts against the related 
equity accounts of the subsidiaries to be consolidated, and the elimi­
nation of inter-company transactions and inter-company profits. 
These are reviewed and checked to  supporting data.
I t  is frequently desirable to  audit the accounts of some of the 
subsidiaries as of a date prior to the close of the parent company’s 
fiscal year. This is done so th a t the consolidated statements m ay be 
issued without undue delay, or so th a t the audit work m ay be spread 
effectively. When the subsidiaries are audited as of a prior date, it 
is usually necessary to review the records for the intervening period 
to  ascertain th a t there have been no im portant transactions outside 
the ordinary course of business and th a t the financial position of the 
subsidiaries as of the consolidated balance-sheet date is not m ateri­
ally different from th a t a t the date they were audited.
In  the case of some subsidiaries, particularly foreign companies, 
it  is frequently impossible to  obtain the financial statements as of 
the date of the consolidated balance sheet in time for inclusion with 
the consolidated statements. I t  is customary to  include the financial 
statements of such subsidiaries, if they are consolidated, as of earlier 
dates. The CPA is, therefore, careful to  see th a t there have been no 
unusual transactions during the interim, th a t shipments and rem it­
tances within the consolidated group of companies up to  the date of 
the consolidated balance sheet are taken into consideration, and 
th a t the operations of each company cover a full fiscal year. When
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foreign subsidiaries are included in the consolidated statements the 
CPA reviews the basis of conversion of foreign currencies to  ascertain 
th a t it is proper and th a t the treatm ent of exchange adjustments is 
adequately disclosed.27
SUMMARY
As explained in the introduction to this pamphlet, many people 
hold mistaken beliefs as to the exactitude of financial statements 
and the responsibilities which CPAs assume in reporting upon them.
Financial statem ents are not completely factual. They reflect 
judgment as well as facts. I t  should not be assumed, however, th a t 
they are subject to  the whims of those preparing them. Over the 
years, broad principles of accounting for financial transactions have 
been developed to  guide the exercise of judgment in accounting m at­
ters. Those principles make possible the preparation of useful finan­
cial statements, bu t exactitude cannot be obtained.
The company has the primary responsibility for its financial state­
ments. The CPA’s function, in making an audit, is to  express an 
opinion regarding their fairness. I t  is an informed, professional opin­
ion, based on a careful examination of the accounting records and 
other evidence, but it is not a “certification” in the sense of being a 
guarantee.
In some cases, the CPA’s report is brief. In  others, it is quite de­
tailed. Frequently, the CPA feels he must qualify his opinion. At 
times, he disclaims the expression of an opinion. I t  is important, 
therefore, to read the CPA’s report carefully.
An audit is not a routine m atter. Each must be designed to  fit the 
conditions existing in the engagement. In  many cases, the CPA per­
forms part of his audit work during the year. Some audits are more 
extensive than others.
I t  should be noted th a t the CPA seldom reviews every transac­
tion. On the contrary, most audits are based primarily on sampling. 
Experience shows th a t carefully planned tests of the accounting 
records and other data provide a high degree of assurance as to the 
reliability of the financial statements in most cases, bu t it does not 
insure th a t minor defalcations or errors will be uncovered.
In  all his work, the CPA is guided by auditing standards which 
have been developed by the profession to assure the highest degree 
of professional performance. These standards relate to the personal
27 See Accounting Problems Arising from Devaluation of Foreign Currencies—State­
ment by research department (American Institute of Accountants, 1949).
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qualifications which the CPA must possess, to  his field work, and to 
his report. I t  is because of adherence to these standards th a t the 
work of CPAs has received widespread recognition.
The limitations of space inherent in a pamphlet of this kind permit 
only a brief discussion of the principal considerations involved in 
making an audit. I t  should not be assumed th a t all aspects of an 
audit have been covered or tha t all procedures which might be em­
ployed in a particular case have been described. I t  is hoped, how­
ever, th a t the pamphlet has established a better understanding of 
the nature of financial statements and th a t it  has provided a clearer 
view of how the CPA makes an audit and the responsibilities he as­
sumes in expressing an opinion on financial statements.
APPENDIX
The American Institute of Accountants has published a number of 
books and pamphlets, including several case studies describing 
actual audits, which deal more specifically and completely with many 
of the accounting and auditing questions th a t arise in practice. 
Some of these publications have already been cited. A list of Insti­
tu te publications pertaining to auditing is presented for the conveni­
ence of those desiring to pursue the subject further.
All of these publications are available from the American In ­
stitu te of Accountants, 270 Madison Avenue, New York 16, N. Y. 
a t the prices indicated. (Add 2 per cent sales tax i f  delivered in 
Greater New York.)
General
Tentative Statement of Auditing Standards—Special report by the committee
on auditing procedure $ .50
Internal Control—Special report by the committee on auditing procedure .50
Professional Ethics of Public Accounting by John L. Carey 2.00
Duties of the Junior Accountant (Revised) by Alfred B. Cipriani 1.50
Duties of the Senior Accountant by F. W. Thornton 1.25
Audit of Savings and Loan Associations by Independent Public Accountants .25
Case Studies in Auditing Procedure each .50
No. 1. A Loading and Hauling Equipment Manufacturer
2. A Newspaper Publisher
3. A Department Store
4. A Public Utility
5. A Com Processing Company
6. A Management Investment Company of the Open-End Type
7. A Grain Company
8. A Steel Fabricating Company—A Small Restaurant (combined in
one booklet)
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Case Studies in Infernal Control each $.50
No. 1. The Textile Company
2. The Machine Manufacturing Company
3. (In preparation)
A reduction of 10 per cent is made for orders of 10 or more copies of each of the 
preceding. A special price of 25 cents a copy is made on Tentative Statement of Audit­
ing Standards, Internal Control, and each of the Case Studies in Auditing Procedure 
and the Case Studies in Internal Control to accounting students enrolled in recognized 
schools.
Statements on Auditing Procedure each $. 15*
No. 1. Extensions of Auditing Procedure
2. The Auditor’s Opinion on the Basis of a Restricted Examination
3. Inventories and Receivables of Department Stores, Instalment
Houses, Chain Stores, and Other Retailers
4. Clients’ Written Representations Regarding Inventories, Liabilities
and Other Matters
5. The Revised S.E.C. Rule on “Accountants’ Certificates”
6. The Revised S.E.C. Rule on “Accountants’  Certificates” (continued)
7. Contingent Liability under Policies with Mutual Insurance Com­
panies
8. Interim Financial Statements and the Auditor’s Report Thereon
9. Accountant’s Reports on Examinations of Securities and Similar
Investments under the Investment Company Act
10. Auditing under Wartime Conditions
11. The Auditor’s Opinion on the Basis of a Restricted Examination
(No. 2)
12. Amendment to Extensions of Auditing Procedure
13. The Auditor’s Opinion on the Basis of a Restricted Examination
(No. 3)—Face-Amount Certificate Companies
14. Confirmation of Public Utility Accounts Receivable
15. Disclosure of the Effect of Wartime Uncertainties on Financial
Statements
16. Case Studies on Inventories
17. Physical Inventories in Wartime
18. Confirmation of Receivables from the Government
19. Confirmation of Receivables (Positive and Negative Methods)
20. Termination of Fixed-Price Supply Contracts
21. Wartime Government Regulations
22. References to the Independent Accountant in Securities Registra­
tions
23. Clarification of Accountant’s Report when Opinion Is Omitted
(Revised)
24. Revision in Short-Form Accountant’s Report or Certificate
* Complete set of 24 Statements—$2.40
Index to Statements on Auditing Procedure—$.25
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Accounting Research Bulletins each $.15*
No. 1. General Introduction and Rules Formerly Adopted
2. Unamortized Discount and Redemption Premium on Bonds Refunded
3. Quasi-Reorganization or Corporate Readjustment
4. Foreign Operations and Foreign Exchange
5. Depreciation on Appreciation
6. Comparative Statements
7. Reports of Committee on Terminology
8. Combined Statement of Income and Earned Surplus
9. Report of Committee on Terminology
10. Real and Personal Property Taxes
11. Corporate Accounting for Ordinary Stock Dividends
12. Report of Committee on Terminology (Surplus)
13. Accounting for Special Reserves Arising Out of the War
14. Accounting for United States Treasury Tax Notes
15. Renegotiation of War Contracts
16. Report of Committee on Terminology (Depreciation)
17. Post-War Refund of Excess Profits Tax
18. Unamortized Discount and Redemption Premium on Bonds Re­
funded (Supplement)
19. Accounting Under Cost-Plus-Fixed-Fee Contracts
20. Report of Committee on Terminology (Depreciation)
21. Renegotiation of War Contracts (Supplement)
22. Report of the Committee on Terminology
23. Accounting for Income Taxes
23A. “Tax Reductions” in Statements of Income
24. Accounting for Intangible Assets
25. Accounting for Terminated War Contracts
26. Accounting for the Use of Special War Reserves
27. Emergency Facilities
28. Accounting Treatment of General Purpose Reserves
29. Inventory Pricing
30. Current Assets and Current Liabilities—Working Capital
31. Inventory Reserves
32. Income and Earned Surplus
33. Depreciation and High Costs
33A. Release on Depreciation and High Costs
34. Recommendation of Committee on Terminology—Use of Term “Reserve”
35. Presentation of Income and Earned Surplus
36. Pension Plans—Accounting for Annuity Costs Based on Past Services
37. Accounting for Compensation in the Form of Stock Options
38. Disclosure of Long-Term Leases in Financial Statements of Lessees
39. Discontinuance of the use of the Term “Surplus”
— . Accounting Problems Arising from Devaluation of Foreign Cur­
rencies (Special statement by research department)
* Complete set of 42 Bulletins—$4.20 
Index to Accounting Research Bulletins— .25
Complete set of Accounting and Auditing Bulletins (66 in all)—$6.60
